KTRS BOARD OF TRUSTEES
2004 Legislative Proposals
House Bill 434

uring its December 2003 meeting, the KKTRS Board of Trustees

approved proposals for the 2004 General Session. This proposal is

summarized in three areas — I. Change in the Funding Formula for
the Medical Insurance Fund; II. Cost of Living Adjustments; and III. Other
Measures. These three areas are summarized below:

I. Change in Funding Formula for Medical Insurance Fund

The focus of the legislative proposal for the 2004 General Session concerns
long-term funding of the KTRS medical insurance program. This program was
established in 1964 by the General Assembly on a "pay-as-you-go" basis under
which the contributions of active members help fund the medical insurance
program for retired members. The basic funding for this benefit has been the
same since 1986 - %% contributed from members and matched by the state.
With the ratio of retirees to active members increasing coupled with double-
digit medical inflation, this level of funding alone is no longer sufficient to
fund the benefit.

The basic funding has been augmented since 1998-99 with supplemental
funding when the level of funding for retirement benefits improved to the
point that the actuary recommended that a portion of contributions to the
retirement fund be used to alleviate the shortfalls of the medical insurance
fund. As a result of the subsequent economic downturn, the actuary has
advised the System that those funds will be needed to continue the soundness
of the retirement plan. The retirement plan is funded in advance of retirement
on an actuarially sound basis as compared to the pay-as-you-go funding for the
medical plan.

Since 1998, this supplemental funding has enabled the retirement system
to accumulate reserves in the medical insurance fund, however, projections are
that additional funding will be needed no later than 2006. Without additional
funding by the 2006 plan year serious changes to the funded level of coverage
would be required.

The KTRS medical insurance plan is important to over 29,000 retired
members currently with coverage and over 43,000 active members who qualify
for the plan upon retirement. The Board of Trustees has reacted to the



membership by identifying the medical issue as its top priority for the
upcoming legislative session. The Trustees will be seeking a change in the
funding formula needed to continue this plan at a meaningful and equitable
level.

II. Cost-of-Living Adjustments

In addition to the permanent 1.5% Cost of Living Adjustment (COLA),
IKCTRS requests funding in the budget for "ad hoc" COLA's to help members'
retirement allowances keep pace with inflation. For the coming biennium,
ICTRS will request ad hoc COLA's of 0.8% for fiscal year 2004-2005, and 0.7%
for fiscal year 2005-2006. If approved by the Legislature, these ad hoc
COLA's, added to the permanent 1.5% COLA, would provide members with a
total COLA of 2.3% for fiscal year 2004-2005, and 2.2% for fiscal year 2005-
2006. It is important to note that although KTRS always strives to provide the
membership with COLA's that at least equal the rate of inflation, COLA's are
dependent upon Legislative approval for inclusion in the state budget and
consequently upon the availability of state funds to pay for them.

III.  Other Measures

a. Modified Critical Shortage Program

The budget bill enacted during the 2003 General Session provided for a
temporary retire-and-return-to-work program similar to the former critical
shortage program. The budget bill's version of the critical shortage program is
scheduled to sunset effective June 30, 2005. For the 2004 General Session,
KTRS will propose replacing the budget bill program with a return-to-work
program that is similar, except that it will no longer be necessary for the local
school district to establish that a critical shortage exists. Furthermore, unlike
the budget bill's version of the critical shortage program, the replacement
program does not contain any sunset date upon which the program will
automatically expire.

b. Alternative Break-in-Service Requirements

Retired members who wish to return to work in a KTRS-covered position
are required to have separated from employment for twelve months if
returning to work on a full-time basis for the same employer and for three
months if returning to work full-time for a different employer or part-time for
the same employer. For the 2004 General Session, alternative breaks-in-service
will be proposed under which a retired member must have a minimum two-
month break in service followed by a waiver of the member's retirement
allowance for a period that would equal, when added to the two-month break
in service, the number of months currently required for breaks-in-service. For
example, a retired member would be able to return to work full-time for the
same employer after a break of two months followed by a waiver of the
member's retirement allowance for the ten months next succeeding the two-



month break. Or, that same member could experience a six-month break in
service followed by a waiver of the member's retirement allowance for the next
succeeding six months. A retired member returning to work for the same
employer on a part-time basis or a different employer on a full-time basis could
do so after a break of two months followed by a waiver of the member's
retirement allowance for the next succeeding month.

c. Tax-Deferred Installment Payments

KCTRS will seek a necessary statutory amendment to permit members to
purchase service credit by installment payments on a tax-deferred basis.
Currently, only lump sum purchases of service credit may be made on a tax-
deferred basis by using tax-deferred transfers. If the necessary statutory
amendment is made, KTRS would then be able to ask the Internal Revenue
Service (IRS) for a private letter ruling approving tax-deferred installment
payments. Subject to approval by the IRS, members would be able to purchase
service credit on an installment basis through payroll deductions that are made
before federal and state taxes are applied, a great savings for the member.

d. Out-of-State Teaching Service

Almost all service credit purchases must be made at full actuarial cost. Out-
of-state teaching service is an exception. The current cost formula can result in
widely varying costs for members purchasing this service depending on several
variables. The issue of service credit purchases at less than full actuarial cost
was recently a specific concern of the IRS when the retirement system was
attempting to obtain a private letter ruling authorizing tax-deferred transfers
from Kentucky Public Employees Deferred Compensation Authority to KTRS.
The IRS did not approve tax-deferred transfers for purchases of service credit
at less than full actuarial cost. Accordingly, members may not use tax-deferred
funds to purchase out-of-state teaching service. Given the inequity of the
current cost formula and with due regard to the concerns of the IRS, it will be
proposed to the 2004 General Assembly that the cost of out-of-state teaching
service, effective July 1, 2005, be set at full actuarial cost as are most other
types of service credit purchases. The July 1, 2005 effective date would
provide members with ample time to purchase out-of-state teaching service
under the current cost formula if they wish to do so. If this proposal is
enacted, members with out-of-state teaching service may wish to contact the
Retirement System to obtain cost estimates under the current formula as well
as under the full actuarial cost formula as the change would make the cost of
out-of-state teaching service more expensive for some and less expensive for
others.

e. Miscellaneous Proposals

There will be several miscellaneous proposals for the 2004 General Session
in addition to the major items noted above. For example, it is proposed that
purchases of non-current leaves of absence be expanded to permit purchases
for leaves of absence taken not only for reasons of personal health but also the



health of a child, spouse or parent as described in the Family Medical Leave
Act. Another proposal would increase some retired members' Daily Wage
Thresholds by applying Cost of Living Adjustments to their last annual
compensation whenever it was earned, not just from their retirement date
forward. There will also be suggested statutory amendments to reflect changes
in and compliance with the Internal Revenue Code as well as several technical
amendments.

IMPORTANT NOTICE

This article provides only a summary of some of the more significant
proposals for the 2004 General Session and is intended for general
informational purposes only. This summary does not contain all of the terms
and detail of the actual proposals that will be submitted to the General
Assembly. It must be emphasized that these are only proposals and are subject
to legislative consideration and enactment. There is no guarantee that these
proposals will be enacted as originally submitted or that they will be enacted at
all. Therefore, no final retirement planning decisions should be made based
purely upon these proposals as originally drafted. Any proposals that may
eventually be enacted into law would not become effective until July 1, 2004 at
the earliest.



